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AppearancesAppearances::   ATTORNEY, for the taxpayers, TAXPAYERS.

SynopsisSynopsis::

This matter comes on for hearing pursuant to the taxpayer's timely

protest of a Notice of Deficiency issued by the Illinois Department of

Revenue (hereinafter referred to as the "Department") on September 25,

1992.  As a result of a 1991 sales tax audit, TAXPAYERS (hereinafter

referred to as the "taxpayers") learned that the Department had not

received their 1987 IL1040 or their 1987 fourth quarter estimated tax

payment.  Taxpayers paid the tax and interest due but are requesting an

abatement of penalties.  At issue is whether penalties under Section 1001

and 1005 of the Illinois Income Tax Act should be abated due to the

existence of reasonable cause.  A hearing was held on March 29, 1995.



Upon consideration of all the evidence, it is recommended that this matter

be resolved in favor of the taxpayers, TAXPAYERS in regards to the

Section 1001 penalty and in favor of the Department as to the Section 1005

penalty.

Findings of FactFindings of Fact::

1.  The Department's prima facie case was established with the

introduction into evidence of the Notice of Deficiency dated September 25,

1992.  Dept. Ex. No. 1.

2.  Penalties were assessed under Section 1001 and 1005 of the

Illinois Income Tax Act (IITA) for failure to file income tax returns and for

the underpayment of tax.  Dept. Ex. No. 1.

3.  Taxpayers have paid the tax liability.  Tr. p. 2.

4.  In September, 1987 taxpayers sold their entire interest in

COMPANY (hereinafter referred to as "COMPANY").  Tr. p. 5.

5.  Monies received from the sale were placed in six bank accounts.

Tr. p. 6.  Two of these accounts, BANK Accounts Nos. XXXXX and XXXXX,

converted from certificates of deposit into money market accounts in

April, 1988.  Tr. pp. 8, 9; Taxpayer Ex. No. 3, 4.

6.  PARTNER, a partner in the accounting firm of ACCOUNTING FIRM,

advised the taxpayers that it would be prudent to make a 1987 fourth

quarter estimated tax payment to the Department.  Tr. p. 36.  PARTNER or

one of his associates prepared the fourth quarter 1987 estimated tax

voucher (hereinafter called "voucher").  Tr. p. 11; Taxpayer Ex. No. 8.

7.  WITNESS, also of ACCOUNTING FIRM, wrote the taxpayers on

December 16, 1987.  He included the prepared voucher, advised them to



attach a check for $25,000 and mail it directly to the Department.  Tr. pp.

12, 13; Taxpayer Ex. No. 7, 8.

8.  The voucher was sent to the taxpayers in sufficient time for it to

be timely filed.  Tr. p. 35.

9.  TAXPAYER does not remember if he was supposed to write the

$25,000.00 check or whether he asked TAXPAYER to handle the matter.  Tr.

p. 13.

10.  TAXPAYER does not remember the circumstances concerning the

voucher.  Tr. p. 32.

11.  Although TAXPAYER, on occasion, made small payments to the IRS,

large payments were made by TAXPAYER.  Tr. p. 34.

12.  The Department never received the $25,000 1987 fourth quarter

estimated tax payment from the taxpayers.      Dept. Ex. No. 1.

13.  Taxpayers learned that their voucher and payment check had

not been received by the Department as a result of a 1991 sales tax audit

on COMPANY.  Tr. p. 15.

14.  Taxpayers required documentation from the sale of COMPANY (an

S-Corp) to complete their 1987 IL-1040 (hereinafter referred to as the

"return").  Tr. p. 15.  As of April 15, 1988, the taxpayers had not received

all paperwork and therefore, filed an Application for Extension of Time

to File Form IL-1040.  Tr. p. 15; Taxpayer Ex. No. 9.  This 1987 Extension Form

IL505-I (hereinafter called "extension"), was filed on April 11, 1988.  Tr. pp.

15-17.

15.  The extension showed an amount due of $8,500.00 (Tr. p. 16;

Taxpayer Ex. No. 9)  with taxpayer producing a photostatic copy of a

check paying the $8,500 dated April 14, 1988.  Taxpayer Ex. No. 13.



16.  Taxpayer maintained photostatic copies of checks to pay the

following:  federal 1987 individual income taxes, a first quarter 1988

estimated federal payment, and a 1988 first quarter Illinois estimated

income tax payment.  Tr. pp. 20, 21; Taxpayer Ex. No. 13.

17.  Taxpayer made photostatic copies of these checks at the time of

payment in order to keep track of payments.  Tr. p. 21.

18.  WITNESS prepared taxpayers 1987 IL-1040 tax return on or

before June 8, 1988.  Taxpayer Ex. No. 15.

19.  Taxpayers signed their 1987 Illinois tax return on July 25, 1988.

Taxpayer Ex. No. 14.  The return was due on or before August 15, 1988 given

the extension.  Taxpayer Ex. No. 9.

20.  In most cases taxpayers' accounting firm provided a pre-

addressed envelope and TAXPAYER brought the mail item to the company

mail room where one of the company clerks mailed it out with ordinary

mail.  Tr. p. 22.

21.  Taxpayer gave the 1987 Illinois and federal tax returns to the

company mailroom.  Tr. p. 23.

22.  TAXPAYER had previously used the company mailroom to mail

business and personal letters.  Tr. p. 22.

23.  Taxpayer was not expecting a refund check for 1987, rather the

refund was to be applied to any 1988 taxes due.  Tr. p. 23.

24.  Taxpayers did not discover that the 1987 IL-1040 had not been

received by the Department until TAXPAYER's business, COMPANY, was

audited in 1991.  Tr. p. 33.

25.  The Department never received taxpayers' 1987 IL 1040 return.

Dept. Ex. No. 1.



Conclusions of LawConclusions of Law::

Under the Illinois Income Tax Act, persons who incur tax liability

are required to file returns.  35 ILCSILCS 5/502.   Such filing and payment of

taxes is required in a timely manner, including estimated tax payments.  35

ILCSILCS 5/803.

Penalties are imposed by the Department for failure to comply with

these sections.  Prior to January 1, 19941 Section 1001 of the Illinois Income

Tax Act provided, in relevant part:

Failure to File Tax Returns.  In case of failure to
file any tax return required under this act on
the date prescribed therefor, (determined with
regard to any extensions of time for filing),
unless it is shown that such failure is due to
reasonable cause, there shall be added as a
penalty to the amount required to be shown as
tax ...  .

35 ILCSILCS 5/1001.

Guidance as to what is necessary to establish the requisite

reasonable cause is found in the Federal Income Tax Regulation Section

301.6651-1(c)(1)(1991).1  This section provides that "if the taxpayer

exercised ordinary business care and prudence and was nevertheless

unable to file the return within the prescribed time, then the delay is due

to a reasonable cause."  Treas. Reg. Section 301.6651-1(c)(1)(1991).  Case

law also provides that "reasonable cause means nothing more than the

exercise of ordinary business care and prudence."  Haywood Lumber &

Mining Co. v. Commissioner, 162 F.2d 769 (2nd Cir. 1950).

                                                       
1  As of January 1, 1994, Section 1001 penalties are provided for under the Uniform Penalty and Interest
Act.  See, 35 ILCS 735/3-1 et seq.
1  During the taxable period in question the Department's regulations used the Federal Income Tax
reasonable cause guidelines.  See, 86 Admin. Code Ch. 1, Sec. 130.901.  As of January 1, 1994 Department
regulations provide further guidance in the determination of reasonable cause.  See, 86 Admin. Code Ch. 1,
Sec. 700.400.



In Levine v. Commissioner, 22 TCM 1164 (CCH) (1963), the court found

reasonable cause where a taxpayer had relied on an office procedure

which had resulted in the successful filing of his return for many years.

Penalties had never been established where the return had been filed in

this manner.  During the particular year in question, however, a slip-up in

office procedure resulted in the late filing of the return.

In the present case, taxpayer testified that he had previously

relied on COMPANY's mailroom to mail both personal and business

correspondence.  Tr. pp. 22, 23.  TAXPAYER had no reason to doubt that this

procedure would  result in the timely filing of his tax return.  Tr. p. 23.

Taxpayer's accountant, PARTNER, testified that his firm delivered the

return to taxpayers in June of 1988, in sufficient time to allow for timely

filing given the filing extension.  Tr. p. 38.  It was taxpayers' usual

practice to have PARTNER prepare the return, whereas, taxpayers would

then  sign and mail it soon thereafter.  Tr. p. 22.  In this case, taxpayer's

reliance upon a procedure which had previously resulted in the successful

mailing of both business and personal correspondence constitutes

ordinary business care and prudence.  See, Oppenheimer v. Com'r, 16 T.C. 515

(1951).  (The court allowed taxpayer to offer proof of reliance on her

usual custom or practice of preparing and filing her returns to establish

timely filing of the return in controversy.)

Consideration can also be given to taxpayers' filing record in

determining if taxpayer exercised ordinary business care and prudence.

Taxpayer and his accountant both testified that prior to and subsequent

to the taxable year in controversy taxpayer had always filed timely.

Tr. pp. 33, 40.



Given the facts regarding the filing of the 1987 IL-1040, it has been

determined that taxpayer did all that ordinary business care and

prudence could reasonably demand.

Penalties were also assessed under Section 1005.  Prior to January

1, 19942, Section 1005 of the Illinois Income Tax Act provides in part:

If any amount of tax required to be shown on a
return prescribed by this Act is not paid on or
before the date required for filing such return
(determined without regard to any extension of
time to file), a penalty shall be imposed at the
rate of 6% per annum upon the tax underpayment
unless it is shown that such failure is due to
reasonable cause ...  .

35 ILCSILCS 5/1005.

To avoid the imposition of the Section 1005 penalty under the IITA, a

taxpayer must affirmatively put forth evidence which establishes that

he exercised ordinary business care and prudence.  See Treas. Reg. Section

301.6651-1(c).  Ordinary business care and prudence is determined by

examining all of the facts and circumstances in a particular case.

In the present case, taxpayer deposited the $1.2 million proceeds

from the sale of the company into six different bank accounts.  These

accounts included savings, regular checking and money market accounts.

Tr. pp. 5-10.  Each spouse testified that they relied on the other to take

care of the large obligation to the Department.  However, under these

circumstances, ordinary business care and prudence would demand that a

taxpayer pay closer attention to ensure that the remittance was made

to the State.  Taxpayers admitted they had been informed by their

accountant as to the amount and due date of the liability.   The record,

                                                       
2  As of January 1, 1994, Section 1005 penalties are provided for under the Uniform Penalty and Interest
Act.  See, 35 ILCS 735/3-1 et seq.



however, does not disclose any effort or inquiry on the part of either

taxpayer to discover whether the check had been mailed.  Blindly

assuming the other spouse had fulfilled a duty incumbent on them both is

not  behavior which satisfies the standard particularly when no set

pattern of conduct has been established.

Taxpayers testified that the money market accounts did not provide

itemized statements or return cancelled checks permitting them to

ascertain in a more timely manner that the $25,000 payment was not

received by the Department.  However, an examination of the itemized

statements in evidence  discloses that the statements provided are from a

period in which the account was still held as a certificate of deposit

wherein statements of account should not be expected.  Statements

provided were not from periods after the conversion from CD to money

market account.

The proceeds from the sale were deposited in their accounts on or

about September 3, 1987.  Tr. pp 5-10.   The accountant's letter of December

16, 1987 indicated the voucher should have been mailed prior to December

31, 1987 or at least before the January 15th due date.  Taxpayers had

nearly three months to realize their accounts were not providing itemized

statements or cancelled checks.  A person exercising the necessary care

would not write such important checks on such an unusual account.

This aside, taxpayers claim that the confusion caused by

maintaining six bank accounts constitutes "reasonable cause" for

avoiding the penalty.  Taxpayers' rely on Sanderling, Inc. v. Com'r, 571 F.2d

174 (3rd Cir. 1978) to support their contention.   Sanderling, however, can

be distinguished from the case at hand.  In that case, taxpayers were

confused as to the proper taxable period and the correct due date.  In



fact, the IRS was also unsure of the proper taxable period and had

initially taken an incorrect position.     Sanderling presents unusual

circumstances which do not exist in the present case.    Here, taxpayers

were well aware of the taxable period and the payment due date.  Their

confusion related to their own bill payment methods.

Ordinary business care and prudence demands that a taxpayer

either use an account where sufficient documentation was provided or

document the transaction themselves.  In fact, taxpayers produced

photostatic copies of other bills they had paid to the Department and

Internal Revenue Service indicating a realization of their duty to   keep

sufficient records.  Thus, the taxpayers' failure to keep records in this

instance does not absolve them of penalties when they kept proper

records for other bill payments.  They had no confusion when it came to

keeping records of payments to the IRS and to other entities.

Taxpayers have established that their failure to file the 1987 IL-

1040 was due to reasonable cause and therefore, are entitled to an

abatement of the Section 1001 penalty.  The Section 1005 penalty should

not be abated, however, because taxpayers failed to exercise ordinary

business care and prudence in attempting to pay their 1987 fourth

quarter estimated tax.

WHEREFORE, for the reasons stated above, it is my recommendation

that the Notice of Deficiency be finalized, as modified by the abatement of

the Section 1001 penalty.

____________________________________
Christine E. Ladewig
Administrative Law Judge


